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ABSTRACT
Schau, Terry Lee. M.S., Department of Economics, Wright 
State University, 1998. Economic Development in China: 
Analysis of Foreign Trade and Domestic Issues.
China has become a major player in the global economy. 
At the current pace, this economy will eventually become the 
dominant force on the international scene. Presently, a 
number of issues exist that pose a threat to present and 
future economic growth. However, with the proper 
implementation of policies, China can avoid these threats 
and ensure positive economic performance for the future.
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I . INTRODUCTION
This paper presents China's changing foreign trade 
patterns and policies under its political environment and 
economic foundation and its continually changing role in 
international trade. The study will utilize Neoclassical 
theory, which will be applied to China's foreign trade, to 
analyze its trade patterns and policies. China's current 
foreign trade patterns are quite different from the past.
The progression is being made from centrally planned import 
and export policies determined by political and diplomatic 
relations to policies that are partly the result of market 
forces. China must rely more on market forces in 
determining the allocation of resources if the progression 
to prosperity is to be successful.
At present, China's central focus on trade policy 
should be to develop the industries in which there is 
comparative advantage, encourage competition within 
industries, and refine industry coordination. These are 
important and essential characteristics to be included in a 
nation's trade policies. However, there are other issues, 
including the recent economic crisis in the East, that China 
must deal with in order to assure itself future economic 
development and prosperity.
A number of proposals will be made regarding the 
direction of China's trade policies. These import and 
export industry recommendations are based on the tenets of 
neoclassical comparative advantage theory. This model
should, I contend, drive China's development. The theory is 
the source of the various recommendations about industrial 
structure. Domestic policy reforms are also recommended 
which provide the fundamental institutions of a market 
economy.
The intent is not to suggest that China develop a model 
for growth based exclusively on U.S., or any other nations, 
models. However, there are a number of historically 
successful trade policy characteristics that China could 
adopt which would promote growth and development. One such 
characteristic is openness. As many studies suggest, a 
positive relationship exists between a nations openness and 
growth (Harrison, p.443, et al .). Although in their 
infancy, such studies imply that a nation could increase 
growth and development through trade liberalization and real 
exchange rate devaluation and stability (Dollar, pp.539-540). 
Given the indications of many similar studies, it is safe to 
assume, I contend, that a nations openness to global market 
forces is not only important for higher economic growth and 
development, it is essential.
Finally, the relationship in China between a centrally 
planned communist government and a market styled economy 
will be evaluated. This surprisingly successful combination 
has created an economy that will likely become the world's 
largest. In addition, the recent transition of power in 
Hong Kong and any subsequent effects will be assessed.
II. BACKGROUND
ECONOMIC FOUNDATION FOR TRADE
In just over a decade China has become a major factor 
in the world economy. It has emerged as a major trading 
nation and a significant participant in international 
capital markets. Foreign trade as a percentage of China's 
GNP has increased from 28 percent in 1989 to nearly 40 
percent in 1992 (Chow, p.84). Its Gross National Product 
(GNP) grew an average of 5.8 percent during 1965-90 
(Kaempfer, p.8) and increased over 13 percent in 1993 (Chow, 
p.l). At present growth rates, China would become the 
world's largest economy within three decades. Even at a 
modest growth rate, China's economy would become the world's 
largest by the middle of the twenty-first century (Lardy, 
p.25) .
Certain regions in China, especially along the coast, 
are growing rapidly. The Guangdong region, the most open in 
China, benefits from neighboring Hong Kong's free-market 
capitalist economy. The movement of Hong Kong's 
manufacturing sector into the province has created one of 
the most vigorous regional economies in the world. From 
1992 to 1995 coastal regions, such as Guangdong, averaged an
annual growth rate of just over 10 percent (www.odci.gov) .
The increase in growth in these regions is partially
attributable to the development of special economic zones in
certain coastal cities which have less government control 
and fewer trade barriers.
Rapid economic growth, bold reform measures, and 
extensive infrastructure plans suggest tremendous economic 
potential in China. Chinese leaders have projected spending 
at least $100 billion per year on imports from now until the 
end of the century. And, as China gives priority to 
infrastructure development, business opportunities in these 
sectors seem especially promising. In 1993, long-term 
reforms were passed by China that approved further support 
for market-oriented institutions and the special economic 
zones, while strengthening the center's control over the 
financial system. However, state-controlled enterprises 
will continue to dominate key industries in China's 
"socialist market economy" until market-oriented 
institutional reform is implemented throughout every 
industry.
POLITICAL ENVIRONMENT
The Peoples Republic of China is a Communist-ruled 
nation. However, Communism has not always been the ruling 
form of government. Japan occupied most of China from the 
1930's to 1945. In addition, for several years before the 
Japanese occupation, China was plagued with continual 
fighting between warlords. Eventually, government disorder 
and two wars, including the civil war between the 
Nationalists and Communists, led to the latter taking power 
in 1949.
Presently, inflation, corruption, layoffs from 
state-run industries and the growing economic disparities
between coastal and inland regions have contributed to 
dissatisfaction among the populace. Northwestern China has 
been troubled by occasional unrest among minority ethnic and 
religious groups. However, since the political crackdown in 
1989, the government has worked to minimize tensions, 
thereby keeping dissatisfaction from developing into 
widespread political activity. For example, the government 
has recently taken steps to support greater economic growth 
and investment in the inland regions of the country. These 
policies are aimed at lessening income disparities between 
the mainland and coastal regions. The desired results have 
yet to be realized. In fact, the income gap is still 
widening in certain regions (Fleisher and Chen, P.221) .
Other problems plague the government as well, such as 
an inability to collect tax and other revenues, to reduce 
extortion and other economic crimes, and to improve the 
efficiency of the state-run enterprises. In addition, 
anywhere from 60 to 100 million surplus itinerant rural 
workers exist (www.odci.gov) surviving on low-paying 
part-time jobs. These problems must be addressed in order 
for China to develop effectively and efficiently.
In practice, major decisions are made by only a few 
important leaders of the Communist party. Ministries and/or 
the Standing Committee of the National People's Congress 
formulate policy on less important issues. Some provincial 
governments, especially those among coastal regions, 
vigorously adopt local policy variations. Senior officials
generally agree for the need to further develop economic 
reforms, but differences exist as to the content, swiftness, 
and final goals of such reforms.
III. TRADE POLICIES AND DEVELOPMENT
HISTORICAL POLICY DEVELOPMENT
China's trade has usually been linked to political 
relations with its trading partners. Consequently, China's 
foreign trade typically has served two purposes: meeting its 
domestic demands for foreign goods and services and 
promoting positive and healthy political relations with 
foreign countries. However, policy disputes among political 
leaders and various international events hampered the 
development of China's international political relations and 
created an impediment to economic and trade advancement. 
Historically, many Chinese leaders have not trusted 
management systems used in capitalist economies and were 
wary of any financial dependence upon foreign countries that 
could possibly lead to political dependence. As a result, 
foreign trade was not a major factor in the development of 
China's economy before 1976.
In 1978, this situation changed under the leadership of 
Deng Xiaoping. With the help of his supporters, Deng 
successfully gained control of the Third Plenum of the 
Eleventh CCP Central Committee. The committee decided to 
change economic policy from the past by utilizing foreign 
technology and investment loans for development. 
Consequently, the volume of China's foreign trade has grown 
dramatically and the GDP has more than tripled 
(www.odci.gov). Previous Chinese economic planners viewed 
trade as an important part of industrialization. In fact,
the First Five-Year Plan of the CCP Central Committee 
(1953-57) included trade as a critical tool for 
industrialization. Unfortunately political considerations 
outweighed economic ones, and trade was not included as a 
tool for economic development in many subsequent economic 
plans. For example, the government linked foreign trade 
with international political conflicts. China often still 
uses foreign trade as a weapon in these conflicts because, 
like all nations, it regulates trade to protect its own 
interests.
THE LEAN-TO-COMMUNIST-BLOC PERIOD (1950-59)
During the 1950's, China's international and political 
relations with the West were strained. The Korean conflict 
limited China's international trade primarily to other 
Communist countries. As a result, virtually every economic 
idea came from the Soviet Union. Therefore, a majority of 
the economic plans were Stalinist in nature and supported 
high investments in the large-scale industrial sector under 
a centrally planned economy. In fact, further 
nationalization of production in every sector occurred.
THE SELF-RELIANCE PERIOD (1960-71)
The close ties between China and the Soviet Union 
loosened during the -late 1950's. The two governments had 
disagreements over economic and political issues. The 
Soviet Union took back its assets and capital that China 
needed for economic development. Without Soviet assistance,
China began a period of self-reliance. During this twelve- 
year period China did not trade much with the Soviet Union 
because the latter was no longer willing to support the 
financial burden of assisting the Chinese. The amount of 
trade also decreased with other communist nations as well, 
further exacerbating China's domestic economic conditions.
The great famine in the early 1960's was a catastrophic 
failure of this period. As many as 30 million lives were 
lost during the famine (Tsao, p.23). As a result, a change 
in priorities occurred as more emphasis was placed on the 
growth and management of the agricultural sector. Even 
though the industrial sector expanded during the period, the 
quality of industrial goods had decreased as workers from 
labor-intensive agricultural markets were moved too quickly 
to higher skilled capital-intensive jobs in industry.
THE EXPANSION PERIOD (1972-78)
In September 1971, China joined the United Nations.
This period was marked by China's decision to play a more 
active role in international affairs in order to obtain the 
technology needed for modernization of industries. Premier 
Zhou Enlai was responsible for the advances during this 
period, which removed most of the obstacles to China's 
bilateral trade with Japan and the United States. The 
average annual growth rate of China's trade was 23 percent 
during the period with increases of imports and exports 
averaging 25.6 and 20.5 percent, respectively (Tsao, p. 92) .
THE OPEN-DOOR PERIOD (1979-PRESENT)
An open-door policy was adopted to obtain from foreign 
countries the capital and technology needed for future 
growth. Substantial changes were made by replacing 
bureaucratic forms of resource allocation with policies that 
utilized market forces. The reforms for resource allocation 
were successful in the agricultural sector, but remained in 
question in the industrial sector as China still lagged 
in technology.
In 1982, a new constitution was passed that made 
foreign investments legal in certain economic zones to 
facilitate investment and make available information on 
technological advancements. Many new construction projects 
were started as a result. The value of China's foreign 
trade rose 13 percent from 1979 to 1985 (Tsao, p.98) . And 
China's trade with advanced nations increased more rapidly 
than its trade with developing nations.
Currently, there are five special economic zones in 
China. Three of the zones are in Shenzhen, Zhuhai and 
Shantou in Guangdong Province, which adjoins Hong Kong and 
Macau. Xiamen is another SEZ on the coast of Fujian 
Province across the Taiwan Strait. The fifth SEZ is the 
island of Hainan, which was previously a part of Guangdong 
Province but now enjoys provincial status.
As Table 1 below shows, since 1993 China has run 
balance of trade surpluses. In November 1993, to increase 
openness and accelerate the development of industries, the
State Council approved the Circular on Problems Giving the 
Right of Import and Export to Commercial and Material 
Enterprises. During the trial period, a total of 206 
commercial (including cereal, supply and marketing) and 
material enterprises had been granted the right of import 
and export (www.wto.org). For over three years, the 
operation of the enterprises on trial has been successful. 
The import and export businesses have developed rapidly, 
playing an active role in promoting foreign and internal 
trade and production.
TABLE 1: RECENT TRADE DATA (million US dollars)
1988 1989 1990 1991
Exports 47,516 52,516 62,091 71,843
Imports 55,268 59,140 53,345 63,791
1992 1993 1994 1995
Exports 84,940 91,744 121,006 148,780
Imports 80,585 103,959 115,614 132,084
Source: www.odci.gov
The increase in total trade volume is evident, as total 
imports and exports have increased more than two and one 
half times from 1988 to 1995. This is a result of the 
implementation of successful foreign trade policies that 
have exposed China to international markets.
IV. TRADE PATTERNS AND OPERATIONS
IMPORT AND EXPORT SUBSTITUTION
A change in foreign trade patterns is often essential 
to the composition of an economic development strategy. The 
pattern covers three major areas: imports, exports, and 
import-export combinations.
"Import substitution" and "export substitution" are 
phrases commonly used in foreign trade discussions. They 
describe a developing nation's import-export policies. 
Developing countries often try to create their own 
industrial products to substitute for imports. This is an 
import-substitution strategy, which usually includes the 
domestic production of labor-intensive light-industrial 
goods (e.g. textiles) . These goods are then used to import 
heavy-industrial, durable goods.
Export substitution involves the reverse of the import- 
substitution process. In this case, a developed nation will 
produce capital-intensive durable goods and trade them for 
primary goods.
China is a large developing country with a huge 
population and rich natural resources. A  gradual change 
from an import-substitution strategy to an export- 
substitution strategy should occur as China industrializes 
and develops. China should allow market forces to direct a 
foreign-trade development strategy. This would require that 
China continue for now to produce and export comparative- 
advantage light industrial goods in order to import advanced
technology and equipment required for the nation's 
modernization. This transition will allow China to further 
advance its economy, create higher paying jobs and increase 
per-capita income levels.
EXPORT STRUCTURE
China's export pattern has changed gradually through 
the years to exporting more industrial and mineral products 
and fewer farm and food products. Table 2 presents the 
changes from 1965 to 1995.
TABLE 2: RATIO OF SELECT EXPORTS TO TOTAL EXPORTS
YEAR INDUSTRIAL AND FARM AND FOOD
MINERAL PRODUCTS RELATED PRODUCTS
1965 30 . 9% 69.1%
1970 25 . 6 74 .4
1975 39.3 60 . 7
1980 51. 8 48 . 2
1985 70 .6 29 .4
1990 82 .3 17 . 7
1995 89 .1 10 . 9
SOURCES: Statistical Yearbook of China 1995.
The table indicates that the ratio of industrial and 
mineral products increased dramatically from 1965 to 1995. 
Among these products, oil and fuels grew the fastest, though 
they have grown less rapidly in recent years.
Table 3 contains complete export data for China in 
1985, 1990, and 1995. As the table shows, total exports 
have increased dramatically, again as the result of more 
open-door oriented trade policies. Extensive growth in 
manufacturing industries is evident from 1985 to 1995 with
TABLE 3: EXPORT DATA 1985, 1990, 1995 (million US$)
1985 1990 1995
Food and live animals 3 , 865 6 , 735 9 , 924
Meat and meat products 463 791 1 ,372
Fish and shellfish 
Cereals and cereal
288 1, 370 2 , 853
products 1, 082 614 351
Vegetables and fruit 839 1, 760 3 ,399
Coffee, tea, and spices 446 534 512
Animal feedstuffs 
Crude materials,
271 758 351
excluding fuel 
Oilseed, oil nuts,
2, 678 3 , 537 4 , 348
and oil kernels 483 619 522
Textile fibers 
Crude fertilizers
1, 156 1, 096 738
and minerals 
Crude animal and
269 516 980
vegetable materials 
Mineral fuels, and
405 809 1 340
lubricants 
Coal, coke, and
7, 125 5, 237 5 335
briquettes 
Petroleum and related
353 755 1 695
products 6, 766 4 ,472 3 244
Chemicals 1, 375 3 , 750 8 946
Organic chemicals 313 838 2 285
Inorganic chemicals 
Medicine and
290 842 2 225
pharmaceuticals 302 643 1 582
Manufactured goods 4, 538 12,796 32 896
Textile yarn and fabrics 
Nonmetallic mineral
3 , 277 7, 219 14 059
manufactures 229 1, 316 3 425
Iron and steel 118 1, 282 5 531
Manufactures of metal 
Machinery and transport
430 1, 437 4 486
equipment 
Telecommunications and
773 10,833 31 336
recording equipment 
Electric machinery and
93 2, 623 8 409
parts
Miscellaneous
120 1, 219 9 595
manufactured articles 3 , 527 17,529 53 726
Clothing 2, 079 9,669 24 123
Footwear 260 1, 957 6 274
Miscellaneous articles 874 3 , 726 13 849
Other 3 , 647 1, 674 2 269
TOTAL
SOURCES: www.odci.gov and www
27,528 
wto.org
62,091 148 , 780
manufactured-goods exports increasing from $4,538 million 
to $32,896 million, or by almost eight times. Miscellaneous 
exports in manufactured articles also had high growth from 
$3,527 million in 1985 to $53,726 in 1995, or by just over 
fifteen times.
China's export structure should continue its transition 
from primary labor-intensive goods, such as textiles, to 
high-skilled capital-intensive goods, such as chemicals and 
telecommunications equipment. Table 3 does show a gradual 
shift in exports in these areas, which should continue. 
However, this transition will not occur overnight. Instead, 
the change should happen gradually and at a speed that the 
market dictates.
The role of the Chinese government in export structure 
is to assure that the domestic economy and industrial 
restructuring are capable of supporting a market-driven 
transition. In other words, the government should not 
control or manipulate export industries. The government 
should only provide a stable macroeconomic environment 
within which enterprises can follow market forces and 
produce the most beneficial (i.e. most profitable) goods and 
services. The formation of a central bank which utilizes 
monetary policies, similar to the Federal Reserve, would 
assist in maintaining a stable macroeconomic environment.
In addition to efficient industrial restructuring, 
macroeconomic stability would improve China's ability to 
attract and maintain foreign investments.
EXPORT INDUSTRY ANALYSIS
China has large stocks of minerals and fuels.
Therefore, China should take advantage of this situation 
and allow enterprises to export such goods internationally. 
These types of rare and scarce resources can often yield 
high prices on the competitive international markets, which 
would enable China, through trade, to import knowledge and 
capital-intensive commodities and advance modernization 
efforts. More beneficially, in the absence of competition 
in certain international markets, China could utilize any 
monopoly power it may have and become a price-setter.
The textile industry is another industry in which China 
has comparative advantage. With its large work force, 
Chinese firms can cheaply produce these labor-intensive 
goods. The world market capacity for these goods is very 
large so China should continue to benefit from this 
industry. As Table 3 shows, textile and textile related 
products already make up a large percentage of total 
exports. China should fully utilize labor, one of its 
abundant factors, to accumulate capital so a gradual 
market-driven shift to more capital-intensive exports will 
occur.
Heavy-industrial goods are an industry in which China 
could excel in the future. Table 3 shows the dramatic 
increase from 1985 to 1995 in the machinery and equipment 
category. However, this could potentially become an even 
larger and more profitable sector if Chinese enterprises
would import and utilize more efficient global methods and 
techniques.
One industry that is uniquely favorable to China is 
that of their native culture. Goods such as goat skins, 
herbal medicines, fresh water pearls, hand-made articles, 
and oils contain distinct eastern features. All else equal, 
a limited supply of a good usually yields a higher price. 
Chinese industry should have sizable market power in these 
industries which could, with production and quality 
improvements, provide lucrative industry opportunities.
Finally, Chinese firms should constantly improve the 
quality of goods that are exported. This is essential if 
firms want to compete in the global market. Export-oriented 
production plants and workshops should be further developed 
and imported technology used to revamp and modernize 
enterprises.
IMPORT STRUCTURE
Prior to 1949 consumer goods accounted for the majority 
of imports in China. Table 4 shows the ratio of consumption 
and production goods to total imports over time. As 
TABLE 4: PRODUCTION AND CONSUMPTION GOODS TO TOTAL IMPORTS
Production Goods Consumption Goods
Lean-to-Communist
Bloc Period (1950-59) 90.5% 9.5%
Self-Reliance Period
(1960-71) 72.1 27.9
Expansion Period
(1972-78) 81.2 19.8
1982 70.8 29.2
Source: James Tsao, "China's Development Strategies and 
Foreign Trade." pp. 89-98.
indicated by the table, production goods have made up most 
of China's imports since 1949. However, the trend has 
recently changed, as consumption goods have become a greater 
portion of total imports. This trend should not be allowed 
to increase. China is in the process of industrialization 
and needs to import a large quantity of technology and 
equipment as well as raw materials. Although politically 
risky, minimizing wasteful consumption during early 
industrialization is important so that imported consumer 
goods do not restrict the levels of production goods being 
imported. Japan and other recently industrialized nations 
in the East provide ideal examples of the effectiveness of 
minimizing wasteful consumption during early 
industrialization.
The importance of the downward trend from 1950 to 1982 
in the portion of production goods is that the amount of new 
technology, production methods, machinery, etc., also 
declined. These materials and information are important and 
valuable commodities to China because they are critical 
elements for further economic development. Therefore,
Chinese enterprises must continue to make use of the world 
market and import the commodities that domestic production 
cannot satisfy. Priority should be given to production 
goods, especially technology and equipment.
Table 5 below contains import data for China for 1985, 
1990, and 1995. The data suggest a change in trend from the 
data in Table 4. The rapid increase in the importing of
machinery and transport equipment is just one example, as 
the amount has increased from $16,662 million in 1985 to
TABLE 5: IMPORT DATA 1985, 1990, 1995 (million US$)
1985 1990 1995
Food and live animals 
Cereals and cereal
1, 555 3 , 458 6 123
preparations 
Crude materials,
970 2,353 3 637
excluding fuel 3, 246 4, 107 9 869
Cork and wood 873 509 544
Textile fibers 1,109 1, 841 3 828
Metal ores and scrap 560 950 3 060
Mineral fuels, lubricants 
Petroleum and petroleum
174 1, 272 5 172
products 
Animal and vegetable oils
50 1, 054 4 613
and fats 
Fixed vegetable oils and
123 982 2 592
fats 90 947 2 436
Chemicals 4,471 6, 670 16 850
Organic chemicals 698 1, 131 3 156
Manufactured fertilizers 1,479 2, 603 3 732
Resins and plastics 1, 448 1, 499 7 111
Manufactured goods 11,959 11,583 29 541
Paper and paperboard 438 745 2 215
Textile yarn and fabrics 
Nonmetallic minerals
1, 615 5, 426 11 177
manufactures 332 453 1 213
Iron and steel 7, 149 2, 852 6 979
Nonferrous metals 1, 648 579 2 683
Metal manufactures 
Machinery and transport
353 540 1 726
equipment 16,662 21,513 52 504
Power generating machinery 325 1, 730 3 112
Specialized machinery 
Telecommunications and
5, 271 5, 936 13 247
sound equipment 2, 569 2, 540 7 616
Electrical machinery 1, 357 2, 050 9 808
Road vehicles 329 4, 284 2 685
Other transport equipment 
Miscellaneous manufactured
1,469 1, 680 2 639
articles 1, 934 3 , 319 7 905
Scientific instruments 899 788 2 231
Miscellaneous articles 538 1,456 2 648
Other 2, 659 441 1 528
Total 42,783 53,345 132 , 084
Sources: www.odci.gov and www.wto.org
$52,504 million in 1995, or over a threefold increase in 10 
years. In addition, fuels and energy-producing materials 
have also increased steadily, indicating increased 
manufacturing activity.
IMPORT INDUSTRY ANALYSIS
In the future Chinese firms should continue to import 
advanced technology and engineering equipment from more 
developed nations. State-run enterprises should limit 
imports to technology and equipment not available at lower 
cost from domestic firms. Importing equipment that can be 
more cost effectively produced by a domestic firm is 
wasteful and inefficient because of high opportunity costs. 
Therefore, with China's developing domestic economy and 
technology, engineering equipment should be cost effectively 
produced domestically only as long as opportunity costs are 
favorable.
Since the 1960's, the import of certain consumer goods, 
including grains and durables, has improved the living 
standards of the people of China. Certain necessities that 
cannot be produced domestically, or are in a limited supply, 
obviously need to be imported. However, China should only 
import the consumer goods that cannot cost effectively be 
produced domestically.
Chinese enterprises should continue to import new and 
high-quality materials that are not available domestically. 
The import of such goods should be continued only to a point 
where costs decreases from improved knowledge and increased
productivity, allowing China to produce these goods 
efficiently and cost effectively themselves. Goods such as 
steel products, synthetic fibers and pesticides are in 
demand globally. Therefore, once domestic needs are met, 
China should follow market forces and import the necessary 
technology and equipment to produce goods that are in global 
demand.
THE STATE AND ECONOMIC MANAGEMENT
Importing and exporting are interrelated. In selecting 
export and import strategies a nation must carefully 
consider the relationship between the two. When used 
properly, import and export patterns should complement and 
build upon one another.
In the past China traditionally emphasized the concept 
of exporting in order to import to meet domestic demands. 
This "sell in order to buy" philosophy is not adequate for 
further advancement in China. Restricting imports to 
whatever exports will bring confines trade and overall 
growth. China must adopt the concept of importing the 
proper commodities in order to export, or "buy in order to 
sell". The purpose of foreign trade is not just to purchase 
commodities but also to promote rapid economic growth. One 
example is the importation of cotton. By importing cotton, 
China can use its abundant labor resources and equipment 
capacity to produce and export textiles.
Generally, a country should maintain balanced trade. 
Especially over the long run, import and export levels
should be in equilibrium creating a balance of foreign trade 
exchange. However, occasionally it is acceptable, even 
beneficial, for a nation to run a balance of trade deficit 
or surplus that is short term and does not place a heavy 
burden on the economy. The Chinese government should not be 
apprehensive about periodically creating a trade deficit or 
surplus that could facilitate the acceleration of the 
nation's modernization. China should utilize the 
information and lessons of developed countries that have run 
trade deficits or surpluses in the process of 
industrialization.
China should develop a rational foreign trade policy. 
Since the early 60's, China's foreign trade has been 
characterized as highly centralized and overly concentrated. 
With the growth of foreign trade a number of inefficiencies 
have appeared in the system such as the growth disparities 
between private and state-owned industries. These 
inefficiencies impair the effectiveness and accuracy of 
economic information. Valuable market data, such as 
profitability of firms, is often gathered incorrectly, or 
even lost within the bureaucratic system. The development 
of foreign trade in China has exposed the ineffectiveness of 
a centralized government in determining global market 
demands. Consequently, private enterprises have gradually 
replaced state-run enterprises as the major determinant in 
China's production decisions, mainly due to their ability to 
read and react to market forces.
NEW FIELDS FOR DIRECT FOREIGN INVESTMENT
From January to April 1997, China authorized over 6,000 
foreign investment projects with contracted and actual 
foreign investment amounting to more than US$11 billion 
(www.wto.org). As of 1993, the cumulative total of foreign 
investments totaled more than US$60 billion (Lardy, p.64) . 
Fields formerly not allowing foreign investment have been 
opened.
Direct foreign investment has become an important 
source of funds for economic construction and an essential 
step in promoting modernization. Projects prohibited to 
foreign investment in the past, such as aviation, monetary, 
and internal trade, have been made accessible. In addition, 
industries formerly prohibited to foreign investment have 
gradually broadened and opened, offering foreign investment 
through trials. China has now set up 18 large-scale 
commercial enterprises in Beijing, Tianjin, Shanghai,
Dalian, Qingdao, Guangzhou and the five special economic 
zones, allowing foreign investments and foreign corporations 
to trade in certified areas along the coasts. Trial work 
has also been done on cooperative foreign trade enterprises 
in Pudong of Shanghai and Shenzhen. In all, 140 foreign 
institutions have been forged in prominent cities along the 
coasts (www.wto.org),.
To expand the right to introduce funds in less 
populated regions, the State Council made a decision in 
September, 1996 to enlarge the right of consent of foreign
funds of the provinces, municipalities, and self-governing 
regions from US$10 million to US$30 million (www.wto.org)
In addition, since the beginning of 1997, the Ministry of 
Foreign Trade and Economic Cooperation has implemented a 
once-a-year check on foreign-invested enterprises to replace 
the past bureaucratic practice of checks and fee collection 
by various departments. These measures certainly have 
played a significant role in broadening the introduction of 
foreign funds which are key to economic development. As is 
known, absorption of direct foreign investment is one of the 
most important achievements. Currently there are about 
140,000 foreign-funded enterprises in operation, most of 
which are in good condition and with sound profits 
(w w w .wto.org) .
FOREIGN TRADE PROSPECTS AND GOALS
China has good prospects for the further development of 
foreign trade. China's economic readjustment and 
improvement in economic conditions will certainly make it an 
even greater player in the world. However, current global 
economic conditions cannot be ignored. Many countries in 
the East are suffering from general economic sluggishness 
that China must consider. Falling purchasing power in many 
countries has caused a decline in the demand for many 
commodities that China produces. In addition, many barriers 
still exist that restrict foreign trade.
Flexibility is also an important characteristic of 
foreign trade, in two ways. First, trade can occur a number
of ways, such as barter or cash purchase. To keep from 
limiting trade possibilities, China must be flexible enough 
to accept any method of transacting accepted by global 
markets. And secondly, trade policy should remain flexible 
enough to change as global demands dictate.
Even in the midst of current global economic conditions 
and restrictions, China still has managed to advance. The 
economic crisis in the East has created a buyers' market for 
technology and equipment that is much needed in China. This 
has created favorable prices which provide China with 
improved opportunities to import technology and equipment 
needed for modernization. However, China must adopt the 
policies necessary to maintain a stable and healthy economy. 
Other nations in East Asia have recently suffered severe 
economic shocks, due in part to the rapid withdrawal of 
foreign assets from their markets. In order to avoid this 
scenario, China must remain an attractive foreign investment 
opportunity by stabilizing the economy and continuing 
reforms in the currency and foreign-exchange system.
V. ECONOMIC AND DOMESTIC PROBLEMS AND RECOMMENDATIONS
Economic problems facing China include inflation, 
large national deficits, lack of investment and human 
capital, and the current economic crisis in East Asia. These 
problems are a threat to future economic growth in China and 
will require attention if China is to further develop.
INFLATION
In 1994, the inflation rate in China was just over 25%, 
but was reduced to 13% by 1995 (www.odci.gov). This was 
accomplished by slowing the growth of the money supply and 
tightening control of prices. In the future, the government 
must phase out price controls and continue to properly 
manage the money supply. China continues to run yearly 
budget deficits and should closely watch wasteful spending, 
especially spending in bureaucratic and ineffective 
state-owned industries.
INVESTMENT AND HUMAN CAPITAL
The lack of investment capital still affects China but 
has recently been alleviated by placing more emphasis on 
foreign exchange availability and the development of special 
economic zones. Consequently, foreign investments have 
increased, which has contributed greatly to the country's 
growth. This trend should continue to permit China to 
improve its infrastructure.
The lack of human capital also threatens future growth, 
so it is essential that the educational system in China be
improved in order for new technology and sophisticated 
equipment to be properly utilized. Alternatives such as the 
state funding of education for students to study abroad are 
not by themselves an effective policy because many students 
do not return to their country, and thus become a monetary 
and human loss. To begin, China must improve its primary 
and secondary school systems. Then, as the quality of 
primary and secondary education increases, so will the 
quality of workers. Improved human capital resources would 
allow more efficient and effective utilization of 
technology.
EAST ASIA CRISIS
As mentioned above, many nations in East Asia have 
recently suffered dramatic declines in foreign investments, 
creating the current economic crisis. The causes of the 
crisis are, and will remain, a matter of debate for some 
time. Arguably, one major factor in the Asian economic 
breakdown is the absence of macroeconomic stabilizing 
mechanisms. Such mechanisms are important to achieve the 
highest amount of stability possible with the lowest amount
of disruption.
East Asian economies have grown at a rapid rate over 
the last decade, but have also suffered from high inflation 
rates and large national debts. Macroeconomic instability, 
in part, prompted the massive withdrawal of foreign 
investments from East Asia and contributed to the current 
economic situation. China can avoid suffering a similar
fate by implementing policies and procedures to provide 
macroeconomic stability. China must create an entity, 
independent from political influence, that utilizes monetary 
policy to achieve and maintain macroeconomic stability.
POPULATION
China also has a number of domestic problems, one of 
the more obvious being overpopulation. As of July 1996, the 
total population was just over 1.2 billion (www.odci.gov). 
The government has taken actions to control population.
For example, it provides financial and educational 
incentives for couples who maintain single-children 
families. China should continue to support such incentive 
based, voluntary methods of population control. However, 
these efforts should be limited to methods accepted by the 
United Nations which do not infringe upon individual rights. 
High population growth could be counterproductive to 
economic growth, more precisely to per-capita incomes. 
Regardless of the level of economic growth that is achieved 
in the future, high population growth levels could keep 
China from realizing per-capita incomes similar to that of 
more developed nations.
HUMAN RIGHTS
One issue that seemingly never disappears is that of 
China's human-rights. This is a topic that often enters 
into the picture when China interacts with developed 
nations, especially the United States. Even though this is
not an issue with every nation China conducts trade with, it 
is an important issue that needs to be addressed.
In the short run, China must do what it can to assure 
its trading partners and the world that the treatment of its 
citizens and workers is improving. This will be a difficult 
task given communist actions of the past, such as the 
Tiananmen Incident in 1989, but must be accomplished in 
order to protect important international trade relations 
with more advanced economies.
In the long run, there must be fundamental changes made 
in China including: the expansion and improvement of free 
speech and secure physical and intellectual property rights. 
These characteristics are imperative for the existence of a 
free market economy because they allow the open flow of 
ideas which create innovations, leading to increased 
productivity and economic growth and development. 
Intellectual Property rights are also necessary to protect 
the rights of the creators of new ideas while providing an 
incentive for future innovations.
In most of China, individual rights are few and 
economic conditions are poor. As Chinese history has shown, 
the survival of a government system in the end depends upon 
the contentment of its people. Essentially, when the 
citizens of a nation are aware of the existence of a 
political system that yields better results than their own, 
they will eventually be prompted to demand such a system. 
Russia and the many former Soviet republics are the most
recent example of the demise of a political system due to 
the dissatisfaction of the people. In a worst-case 
scenario, China's current government could suffer a similar 
demise (Bohnet, p.3) and severely disrupt economic and 
social development. Hence, China's communist leaders must 
concede power and continue the development and expansion of 
individual freedoms and property rights.
POLLUTION AND ENERGY SHORTAGES
Pollution is a problem in China that is more 
complicated and not as easily solved as most others, and one 
that the free market cannot solve by itself. Technology is 
available that should be utilized to avoid further damage to 
the environment that could threatening long-term economic 
growth. Pollution control programs could be enforced and 
implemented in a number of ways, ranging from mandatory laws 
to voluntary participation with incentives.
Energy shortages in China have harmed economic 
development in the past. Energy availability is a very 
important issue for China. It is essential for China to 
acquire the necessary equipment and technology so they may 
efficiently utilize their own stock of natural resources and 
fuels. This will keep China from becoming totally dependent 
on a foreign nation for one of the fundamental inputs of 
production, fuel.
POLITICAL ISSUES
There are a number of political considerations and
problems that are in need of attention. Corruption is one 
obvious problem that seems to be widespread in the Chinese 
government. In a communist-ruled government a democratic 
system of checks and balances does not exist. Communist 
officials, although often elected, are not subject to the 
same public scrutiny as their democratic counterparts. The 
arrangement of a single-party system aggravates the problem 
of dishonest leadership. Corrupt policy makers contrive and 
implement corrupt policies, which adversely influence 
economic growth and development. Although not immune to 
corruption, a democratic style of government will minimize 
this problem by imposing a level of accountability upon its 
elected officials unmatched in a single-party system.
The problem of rent seeking, especially in government 
contracting, is common in China. Entire federal budgets can 
be viewed as gigantic rents up for grabs for those who can 
exert the most political influence or for those government 
officials who stand to gain (Mueller, p.243). In China, as 
with any bureaucratic nation, there are a number of social 
costs incurred from rent seeking activities. One example is 
when funds are budgeted to firms based on political muscle 
rather than social economic benefit (Mueller, p.23 0) .
Instead of tax revenue going for necessary public goods, it 
is used to support a monopoly firm that charges a higher 
price for its goods or services than would otherwise be 
charged in a free market. Another example of rent-seeking 
activities involves the distribution of licenses by the
government. Again, the distribution of government licenses, 
or permissions to conduct business, is based on who will pay 
the highest price for the right and not the social/economic 
benefit.
In China, rent seeking through government contracting 
and price fixing is most prevalent in the centralized 
state-run industries (www.odci.gov). These industries, such 
as the steel industry, receive enormous amounts of state 
funding while their private sector competition receives 
little or no funding. Nevertheless, private sector firms 
manage to produce the same goods more efficiently and at 
increasingly higher output rates (China's Economy, p.3) . 
Hence, it is imperative that China, unlike the former Soviet 
Union, reform its state-run industries by allowing market 
forces and private sector firms to replace state-run 
industries and state-set prices.
Recently, reforms have been enacted that loosen the 
amount of central authority from Beijing such as the 
formation of the special economic zones. Unfortunately 
whenever problems occur, this reform policy collapses and 
central authority is once again tightened. For example, in 
1995 price control measures were implemented to help fight 
inflation. In the future, Chinese leaders should avoid 
using policies such as price controls to achieve economic 
stability. These policies only disrupt the economy by 
interfering with the price mechanism. China's development 
would best be served if monetary policies were used to
minimize macroeconomic instability rather than returning to 
central control. This would promote macroeconomic 
stability, and allow the allocation of resources to be 
determined by market forces rather than a central authority. 
In many markets, such as industrial goods, this change has 
already occurred. However, other markets, such as those for 
food, are still entrenched in the old system.
With the creation of the special economic zones, China 
has begun its transition to a free-market economy. This 
should continue at a gradual pace. A gradual transition 
would suit China's purpose most effectively because the 
change from a government-operated, centrally planned economy 
to a free-market style economy is drastic and politically 
challenging. The challenge will be for the government to 
find and maintain an optimal rate of transformation. Too 
fast a change will create great disruption. Therefore, 
lessening central authority gradually, as opposed to all at 
once, will help avoid some of the shock. In addition, this 
will give those who are displaced from lost jobs in the 
government-controlled industry sector an increased 
opportunity to find new positions created by the free 
market. On the other hand, too slow a transition will harm 
Chinese industry by possibly deterring foreign investment 
funds and prolonging inefficient resource allocation.
Recently there have been steps taken to alleviate 
dislocation problems caused by the creation of special 
economic zones. The reforms have worked well by
decentralizing and liberalizing management and decision 
making power. However, further reforms are needed. China 
should continue and expand liberalization with the creation 
of more SEZ's until every industry is eventually 
decentralized.
COMMUNISM AND CAPITALISM
The relationship between communism and a free-market 
system seems to be, at first, full of contradictions that 
would only delay the latter's progress. Presently the pair 
seem to be operating smoothly together in China. Whether 
this success will continue remains to be seen. The 
government does not exercise the tight central control of 
enterprises as it has in the past, but it still possesses 
some control. The new system allows enterprises to make 
their own decisions provided they are owned by the people as 
a whole. Essentially, "...the socialist planned economy is 
a planned commodity economy based on public ownership, in 
which the law of value must be consciously followed and 
applied (Chow, p. 14 0) ."
A solid foundation is essential for economic 
development to assure that China will not suffer the same 
fate as similar economies have in the past. The government 
should provide a structured judicial system, political 
stability, and create a separate entity from central 
authority to set monetary and fiscal policy as needed. In 
addition, the government should provide socially necessary 
public goods that would not be provided by the free market.
FOREIGN AFFAIRS
A problem more global in nature is that of China's 
foreign affairs. The government must maintain working 
relations with foreign countries, especially when those 
countries are more economically advanced and have the 
technology and information China needs to continually 
develop its economy. A positive step in this direction was 
taken last year with China's President Jiang Zemin embarking 
on a tour of the United States. During President Jiang's 
visit, he attended a summit with U.S. leaders where foreign 
affairs and trade was the main issue. Actions such as this 
are necessary and must be continued in the future to develop 
and preserve positive associations with foreign nations.
The current efforts being made by Chinese leaders to improve 
international relations are a step in the right direction, 
but they must continue.
VI. POSITIVE ECONOMIC INFLUENCES
MARKET FORCES
Although there are a number of issues to be dealt with, 
China has many characteristics that are desirable. As 
previously mentioned, the Chinese government has, since 
1979, eliminated much of its central authority over the 
allocation of resources. A question then arises: are the 
allocation of resources more determined now by the market 
because of less government control or has the market itself 
began to play a larger role due to naturally occurring 
supply and demand factors? In short, have government 
deregulation efforts been the cause of, or a reaction to, 
changes in market forces?
The answer to this question is that market forces have 
become an important factor in influencing government 
deregulation efforts. The government has allowed for the 
formation of less regulated areas with the creation of 
special economic zones, but only because the existence of 
market potential dictated so. Chinese policy makers have 
experienced and learned the processes and effectiveness of a 
free-market system. Essentially, government deregulation 
efforts have not created the current economic success in 
China. Instead, these policies have simply allowed the 
government to get out of the way.
A good example of how market forces have taken control 
can be observed in China's steel industry during the late 
1980's. The flaws of the price-fixing system in the steel
industry were exposed during this period. The state price 
was consistently two to three times that of the market price 
(Reynolds, p.106). Because of changes in market prices the 
government has been forced to change state prices in order 
to compete. This suggests that market forces are playing a 
larger role in China's economic development.
Another example of market forces' influence is in 
China's textile industry. Textiles are their greatest 
single exporting industry. The majority of these goods are 
exported to developed countries where the costs of producing 
them are high. The comparative advantage that China has in 
this industry has greatly been influenced by international 
market forces rather than government policy. This suggests 
that recent government policy changes have been a reaction 
to market forces and not the cause.
LOCATION
China's geographical location is also a positive 
influence on the economy. The country is surrounded with 
countries that, although temporarily stagnant, are very 
vibrant and rapidly growing. This global position should be 
utilized by further focusing production on goods in which it 
has comparative advantage. Other East Asian nations have 
the technology and information that are essential for 
further modernization in China.
COMPARATIVE ADVANTAGE
China also has a number of comparative advantages.
Some of these have already been discussed, such as labor, 
natural fuels, textiles, and other natural resources. These 
are resources in which China has an abundance of or goods 
that China can produce at lower cost than other nations. In 
order to develop, a nation must utilize its comparative 
advantages, or basically work with what works, by using 
trade to obtain goods and services that cannot be 
efficiently produced by domestic markets. China must use 
its abundant factors, such as labor and natural resources, 
to develop its economy and assure future growth.
VII. HONG KONG
On July 1, 1997, China resumed control of Hong Kong.
While under British rule Hong Kong achieved great 
prosperity. Hong Kong currently has the world's second-most 
competitive economy, the world's freest economy, is the 
second highest in per-capita holdings of foreign exchange, 
and is the world's fourth-largest source of foreign direct 
investment. In addition, real GDP growth is estimated to be 
5.5% in 1997 while per capita income is estimated to be 
US$26,550 (www.tdc.org).
How much control, if any, will China exercise over Hong 
Kong and its economy? What effects will this takeover have 
on Hong Kong's long-term growth? These are questions that 
have yet to be answered. However, a step in the right 
direction has already been taken by China with its promise 
to not take control of the economy for fifty years. But 
whether or not other influences can or will cause any 
disturbances is unknown.
China should take advantage of this situation by 
continuing its hands-off approach to Hong Kong's economy. 
China should also gradually transform its economic and trade 
policies to resemble those of Hong Kong. A lot can be 
learned from success. It is important for China not to 
disrupt Hong Kong's economy as this would not only affect 
East Asia's economic performance but also possibly damage 
relations with other trading nations.
Hong Kong is mainland China's window to the world and
continues to be a favorable business center for overseas 
investors. Hong Kong provides foreign investments, 
technology and information China requires for economic 
development. China should study Hong Kong's economy and 
market structures to learn from, and build upon, those 
experiences.
VIII. CONCLUSION
The present global economic situation, even in the 
midst of the recent East Asian crisis, is favorable to 
China. They must waste no time trading according to 
comparative advantage and importing the necessary 
technology, equipment, and raw materials needed for further 
economic advancement and development. China will need to 
consider the various aspects of trade and foreign exchange 
to substantially increase foreign investment, while relying 
more on market forces to direct trade and foreign relations 
policies. Also, in order to avoid the same fate as 
neighboring nations, China must develop a structured 
economic policy-making system and further establish 
regulations for foreign direct investment. As long as the 
proper policies and measures are adopted, China can avoid a 
similar economic disaster, further its modernization efforts 
and enhance its position as a financial world power.
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